INTRODUCTION
The President' and members of Congress 2 are considering proposals that would give the government broad authority to rescue financial institutions whose failure might threaten market stability. These systemically important institutions include bank and insurance holding companies, investment banks, and other "large, highly leveraged, and interconnected" entities that are not currently subject to federal resolution authority.
3 Interest in these proposals stems from the credit crisis, particularly the bankruptcy of Lehman Brothers. That bankruptcy, according to some observers, 4 caused massive destabilization in credit markets for two reasons. First, market participants were surprised that the government would permit a massive market player to undergo a costly Chapter 11 proceeding. A very different policy had been applied to other systemically important institutions such as Bear Steams, Fannie Mae, and Freddie Mac. Second, the bankruptcy filing triggered fire sales of Lehman assets. Fire sales were harmful to other non-distressed institutions that held similar assets, which suddenly plummeted in value. They were also harmful to any institution holding Lehman's commercial paper, which functioned as a store of value for entities such as the Primary Reserve Fund. 5 Fire sales destroyed Lehman's ability to honor these claims.
Lehman's experience and the various bailouts (of AIG, Bear Steams, and other distressed institutions) have produced two kinds of policy proposals. One calls for wholesale reform, including creation of a systemic risk regulator with authority to seize and stabilize systemically important institutions. Another is more modest and calls for targeted amendments to the Bankruptcy Code and greater government monitoring of market risks. 6 This approach would retain bankruptcy as the principal mechanism for resolving distress at non-bank institutions, systemically important or not. 7 Put differently, current debates hinge on one question: is the Bankruptcy Code an adequate mechanism for resolving the distress of systemically important institutions? One view says "no," and advances wholesale reform. Another view says "yes, with some adjustments." This Essay evaluates these competing views: Section II discusses the current structure of the Bankruptcy Code and its limited ability to protect markets from failing systemically important institutions. Section III outlines policy responses. In Section IV, I conclude that the Code is indeed inadequate for dealing with failures of systemically important institutions. A systemic risk regulator is needed because a judicially administered process cannot move with sufficient speed and expertise in response to rapidly changing economic conditions.
II. THE CURRENT BANKRUPTCY-BASED APPROACH
The Bankruptcy Code has, since its enactment, taken steps to mitigate systemic risk.
8 This is the risk that one debtor's failure will infect other financial market participants, causing a chain reaction of insolvencies that destabilizes markets. The Code attempts to mitigate this risk through "safe harbors" for swaps, repos, and other financial contracts. When a debtor enters bankruptcy, non-debtor counterparties can terminate these contracts, exercise netting and setoff rights, and seize margin to the extent of the debtor's net obligations to the counterparties. 9 These safe harbors allow 
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counterparties to extricate themselves quickly from contracts with a failing debtor and thereby minimize their exposure to its distress.1 0 These provisions, however, are largely prophylactic: they aim to reduce the risk of systemic failure, not to manage a clear and present danger of a market meltdown. That danger exists when a major institution collapses. With or without the Code's safe harbors, the institution's failure will destabilize markets. Its failure infects financial markets through three channels. First, and most obviously, the institution will suspend payments on commercial paper and other debt instruments. This can have profound effects on financial markets because, when an institution is very large, its debt instruments are widely held. This was true of Lehman Brothers. After its failure, we saw important funds "break the buck," producing losses for investors or fund sponsors." Additionally, major market players may have sold credit default swaps ("CDS") to holders of a failing institution's debt.1 2 As the institution fails, payments under these CDS could destabilize the protection sellers, assuming they have not fully hedged their positions.
Second, the Code's safe harbors permit premature liquidation of failing institutions.'
3 Non-debtor counterparties rush to terminate existing contracts, dismembering the failing institution and preventing an orderly wind-down that might yield greater overall value to counterparties. As these counterparties suffer significant losses, they too may encounter financial distress. When Lehman Brothers entered bankruptcy in September 2008, it was party to about 1.5 million transactions with over 8,000 counterparties. Third, and perhaps most important, rushed liquidation of a failed institution will be accompanied by large-scale efforts to sell off margin and rehedge positions by nondebtor counterparties.' 7 A counterparty will enter financial contracts with a financial institution in order to hedge other risky investments on the counterparty's balance sheet. The financial contract will often be collateralized: the parties will periodically pledge liquid securities ("margin") to collateralize their expected obligations to each other. When an institution fails, counterparties will net their outstanding contracts with the institution and seize margin to the extent that the institution is a net obligor. As margin is sold en masse, the price of the underlying collateral falls. Because the underlying collateral is typically composed of liquid securities that function as collateral for many market players, these players will see their assets decline in value. Additionally, as counterparties attempt to rehedge simultaneously, the price of hedging will rise precipitously, creating additional losses for the counterparties. Fear of these effects prompted the Federal Reserve to orchestrate a bailout of Long Term Capital Management ("LTCM") in fall 1998.18 Some critics believe that Lehman's bankruptcy similarly contributed to the subsequent freezing of credit markets.' 9 The failure of a systemically important institution will, therefore, destabilize markets regardless of whether the Bankruptcy Code offers safe harbors for financial contracts. Indeed, these safe harbors may exacerbate the instability by permitting a counterparty "run" on the failing institution.
The government's response, thus far, has been to bail out institutions before they fail (AIG, Bear Steams) or perform triage afterward (Lehman). 20 The government's ability to respond has, according to some officials, been hamstrung by legal constraints. Indeed, one view of Lehman's bankruptcy is that the government was powerless to prevent it. The Federal Reserve can make loans, as it did to Bear Steams and AIG, if the borrower posts sufficient collateral. 2 ineligible for assistance. This account has been questioned, 23 but has helped fuel proposals that would give the government broad authority to address the limits of bankruptcy law.
III. NON-BANKRUPTCY OPTIONS
Congress and regulators are now considering two options: enact insolvency legislation for non-bank institutions or modify Chapter 11 to accommodate these institutions. The former is favored by President Obama; 24 the latter by Republicans in the House of Representatives. 
A. Insolvency Legislation for Non-Banks
Under this approach, the federal government would have power to seize systemically important institutions and dictate their futures-reorganization, sale, or liquidation-in order to minimize effects on financial markets and costs to taxpayers.
26
These institutions might be barred from filing a bankruptcy petition, or the government might be given the right to intervene in a bankruptcy case, stripping the court of jurisdiction.
27
To be effective, this approach to systemic risk should have three elements: (i) a clear definition of "systemically important institutions," (ii) transparent procedures for rescuing these institutions, and (iii) a broad regulatory framework that guides the relevant federal agency and the financial institutions before the institutions hemorrhage.
Definitions
A "systemically important institution" would likely be one that (i) falls within a category of institutions that have an important presence in financial markets and (ii) whose failure would threaten market stability. Category (i) almost surely includes any institution subject to prudential regulation, including investment banks, money market funds, and mutual funds. Although hedge funds currently sit outside the scope of most 
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regulations-a situation that will likely change in the near future 2 -the LTCM bailout suggests that they too form a class of institutions that is systemically important.
An institution falls within category (ii) if it is sufficiently large, leveraged, complex, and capitalized by illiquid assets that its failure would destabilize markets. 29 Even if an institution does not achieve a massive scale, it can still be systemically important if it is behaving similarly to a large number of institutions that are systemic as part of a "herd." 0 Legislation could establish the types of institutions within category (i). Category (ii) requires judgment from a regulator, who must decide whether an institution's scale or comovement with other firms renders it systemically important. That judgment could be given to the relevant regulator for the industry, or it could be given to a single decision maker such as the Federal Reserve. If discretion is given to industry regulators, the benefits are industry-specific expertise and regulatory competition; the costs are regulatory capture and politically charged exercise of discretion. If discretion is given to a single regulator, the benefits are greater (but still incomplete) political insulation and centralized decision making; the cost is a lack of industry-specific expertise.
3 1 These are theoretical cost-benefit tradeoffs; in practice, the comparison is very muddy, leaving no obvious basis for preferring a single regulator over multiple regulators.
Rescue Procedures
The relevant agency must be given fairly broad power to wind down, reorganize, or sell off a distressed institution. Commercial banking law provides a useful template. The Federal Deposit Insurance Corporation ("FDIC" or "the Corporation") has authority to seize control of a commercial bank that is approaching (or has entered) insolvency 32 or has engaged in conduct signaling fraud or unsound risk management 28. See, e.g., FINANCIAL REGULATORY REFORM, supra note 1, at 37-38 (proposing that hedge funds be required to register with SEC and Commodity Futures Trading Commission). 29. Along these lines, the Treasury has proposed three factors that may help identify systemically important institutions: * the impact the firm's failure would have on the financial system and the economy; * the firm's combination of size, leverage (including off-balance sheet exposures), and degree of reliance on short-term funding; and * the firm's criticality as a source of credit for households, businesses, and state and local governments and as a source of liquidity for the financial system. practices. 33 Once it intervenes, the FDIC has broad power to succeed to the institution, operate it, revoke its charter, remove management, and choose whether to liquidate the bank or reorganize it. 34 The FDIC's decisions are not subject to court oversight or notice and hearing requirements. 35 The FDIC's mandate is to resolve bank insolvencies in ways that achieve the lowest cost to federal deposit insurance funds.
Id.
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Five broad strategies are available:
(1) Purchase and Assumption. The FDIC may transfer the failing bank to a solvent institution.
37 This is a rapidly executed strategy: a bank may be seized on Friday and its balance sheet transferred to a solvent bank before the opening of business on Monday. 38 To make the transaction attractive to the acquiring bank, the FDIC may agree to share losses from risky assets or compensate the acquirer if transferred liabilities exceed the value of assets.
39 Of course, this payment often functions as full insurance for creditors of the failed bank; they may suffer no haircut as a result of the bank's failure. 40 Critics therefore argue that "purchase and assumption" transactions can generate excessive costs (borne by the federal deposit insurance funds) as well as moral hazard (because creditors are insensitive to a bank's riskiness). 4 1 Strategies analogous to "purchase and assumption" were applied to Bear Stearns and WaMu, both sold to JPMorgan. 42 In the first case, however, the sale was orchestrated by the Federal Reserve, not the FDIC.
(2) Bridge Banks and New Banks. The FDIC may capitalize a new bank that assumes the balance sheet of a failed institution. 43 The new bank may be a temporary measure (a "bridge bank") that exists only while the FDIC identifies the best resolution of the failed bank's operations, a process that can take up to two years. Or the new bank may be a permanent institution-a new bank-whose stock the FDIC will eventually sell to investors (the stock can be sold to private investors, such as private equity firms)." In either case, the FDIC can transfer all or part of a failed institution's balance sheet. 45 Creditors cannot object but are entitled to recoveries at least as large as they would receive in a liquidation. 46 Last year, the FDIC chartered a bridge bank to salvage the operations of Silverton Bank.
47
(3) Receivership and Liquidation. The FDIC can assume the role of receiver, marshal and liquidate bank assets, pay depositors or transfer their accounts to another institution, and then distribute the remaining value in the estate to other claimants. 48 The procedure is typically used when no healthy institution is willing to acquire the failing bank's balance sheet. 49 Critics argue that a version of receivership and liquidation should have been applied to Lehman to ensure an orderly wind-down.
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(4) Conservatorship and Government Assistance. The federal government has authority to appoint itself as conservator of a bank-without revoking its charter-and operate it with a view toward rehabilitation. 5 ' Until recently, the FDIC rarely employed this strategy. 52 In mid-2008, the Corporation was designated conservator for IndyMac, a federal savings bank. 53 About two months later, another federal agency-the Federal Housing Finance Agency ("FHFA")-became conservator for the governmentsponsored entities ("GSEs") Fannie Mae and Freddie Mac. 54 The Housing and Economic Recovery Act of 20085s created the FHFA to regulate the GSEs.56 The
12 U.S.C. § 1821(d)(2)(F), (in).
If an initial public offering ("IPO") of the bank's stock fails, the FDIC must arrange a purchase and assumption transaction or liquidate the new bank within two to five years of its origination. Id. § 1821(m)(17). New banks must be wound up within two years, but the FDIC has discretion to extend the life of a bridge bank for three additional one-year periods. Id § 1821 (n)(9). The "disorderly failure" of Lehman was, in part, the motivation for President Obama's proposal for "the creation of a resolution regime to allow for the orderly resolution of failing" institutions "in situations where the stability of the financial system is at risk." FINANCIAL REGULATORY REFORM, supra note 1, at 76; statute grants the FHFA authority to appoint a conservator after determining that a GSE is critically undercapitalized. 57 Pursuant to this authority, the FHFA appointed itself conservator of Fannie Mae and Freddie Mac on September 7, 2008.8 Having arrogated all powers possessed by shareholders, directors, and officers, it implemented a plan under which the Treasury Department will provide up to $100 billion in financing in exchange for warrants to purchase up to 79.9% of the GSE's common stock (at a price of $0.00001 per share). 59 The Housing and Economic Recovery Act places no limit on the length of the conservatorship.
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(5) Open Bank Assistance. The FDIC can inject liquidity into troubled banks if the transfer will prevent a likely receivership or conservatorship, the transfer will prevent the bank from breaching capital reserve requirements, and the bank's managers are competent and have not violated any laws or regulations. 61 This strategy is, of course, controversial because it protects both creditors and shareholders from the bank's financial distress. 62 A version of open bank assistance was applied to AIG, with the Federal Reserve injecting $85 billion in return for equity participation notes.
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Strategies along these lines could be among the powers available to a systemic risk regulator. Instead of minimizing the cost to federal deposit insurance funds, which is the goal of the FDIC," the regulator would minimize the cost to creditors, financial markets, and the public from the failure of a systemically important institution. Affected parties might have a right of appeal, but the regulator would have discretion to select the appropriate strategy without prior court approval.
Regulatory Framework
Rescue legislation cannot exist in isolation. Because it vests the federal government-the Treasury, the Fed, or an agency-with enormous discretion, the legislation must be tied to a broad regulatory framework that limits government discretion and gives clear guidance to institutions that are subject to potential takeover.
Again, commercial banking law provides a useful analogue. Long before it fails, a bank is subject to ongoing, prudential regulation by state or federal regulators. 65 regulation includes capital reserve requirements, 66 limits on lending 67 and other investment activities, 68 and periodic reports 69 and audits. 70 The relevant state or federal regulator is charged with the responsibility for initiating any conservatorship or receivership.
7
' Similarly, the GSEs and Federal Home Loan Banks are subject to regulations governing their capitalization and business practices, and their regulator, the FHFA, is the decision maker with respect to initiation of any conservatorship or receivership proceedings.
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Prudential regulation serves three critical functions. First, it reduces the moral hazard caused by deposit insurance or any other form of government insurance. 73 Insurance dulls the incentives of the insured parties-the bank and its creditors or depositors-to monitor and, if necessary, reduce the riskiness of the bank's activities. 74 This moral hazard problem necessitates vigorous monitoring by the insurer. 75 We see 76 this in the detailed reporting and auditing requirements of bank regulations. Second, prudential regulation ensures that both the regulator and the public receive timely information about a commercial bank's condition long before distress occurs. 77 When the FDIC does intervene to rescue a bank, there will be a long paper trail that justifies the intervention. Finally, prudential regulation cabins FDIC discretion by establishing objective, often quantifiable, standards for determining whether conservatorship or receivership is justified. 74. See id. (noting that deposit insurance and other government safeguards intended to protect private banks ultimately move costs and risks from banks to public and disincentivize banks' self-regulation).
75. See id. at 445 (analogizing moral hazard problem in fire insurance policies to banking industry 
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sensitive discretion in selecting "distressed" institutions for a federal takeover. In the absence of rules guiding the behavior of regulators and financial institutions, government decisions will be biased by political pressure. For example, fear of adverse political or public reaction could delay a much-needed rescue. A timely rescue will often be one that occurs when an institution has not yet defaulted or entered distress. The rescue may seem premature to outsiders, even if the agency believes that the company is in danger of default. 79 And there will indeed be a real risk of premature rescue. Because reasonable minds can disagree whether an institution is "in danger of default," politics can enter the decision-making process (consciously or subconsciously). 80 Additionally, without a regulatory framework, the relevant federal agency might have insufficient information to make timely rescue decisions. And, as noted before, rescue legislation could even increase systemic risk, because it would dampen the monitoring incentives of creditors, investors, and other private actors.
8 ' Prudential regulation is needed to address this moral hazard problem.
To be sure, prudential regulation will not eliminate concerns about regulators abusing their discretion. Even though the FDIC and FHFA operate within a comprehensive regulatory framework, their rescue decisions are not immune to criticism.
82 But the goal of legislation is not to remove discretion from federal actorsthat is impossible. The goal is to constrain it in ways that limit ill-informed or biased decisions. That is possible, but only through legislation that channels the decision making of systemically important institutions as well as the government actors empowered to rescue them.
B. Modifying Chapter 11
The rescue powers of the FDIC-receivership, conservatorship, purchase and assumption, creation of a bridge bank, etc.-are similar to those of a judge in a Chapter 11 case. Once an institution files for bankruptcy, it enjoys insulation from creditors (the "automatic stay"). 83 The bankruptcy judge can then approve gradual liquidation (akin to a receivership)," reorganization (conservatorship), 85 or sale of all or part of the 79. See POSNER, supra note 77, at 134-39 (discussing why warning signs were largely ignored and highlighting difficulty in pacifying public when attempting to prevent "unlikely" events from happening).
80. The response to the current financial crisis has been widely criticized for inconsistency. These features make bankruptcy a potentially attractive mechanism for rescuing distressed institutions, including systemically important ones. 87 One obvious problem is the safe harbors for financial contracts, discussed in Section II. Financial contracts are the primary-often the only-assets of financial institutions, and the safe harbors permit a "run" on these assets.
One solution is to eliminate the safe harbors, at least when a systemically important institution files for bankruptcy. Some members of Congress, for example, advocate creation of a new chapter of the Bankruptcy Code for financial institutions. 88 Presumably this chapter would closely resemble Chapter 11, but the automatic stay would apply to all financial contract counterparties in order "to prevent runs on troubled institutions, thereby helping to alleviate the panic that could strike the financial system if a large institution finds itself facing difficulties." 89 Other details remain to be worked out. The debtor would probably be limited in its ability to "cherry pick" or otherwise use the benefit of hindsight to gamble at the expense of financial contract counterparties. The debtor might also be given strict deadlines for disaffirming contracts. In this way, bankruptcy judges would be given authority-with respect to financial contracts-similar to that possessed by the FDIC in commercial bank insolvencies.
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Even with these fixes, however, the Bankruptcy Code would remain a poor fit for systemically important institutions. By the time an institution becomes obviously distressed, and its managers finally consider a bankruptcy filing, counterparties will have commenced a "run" on its assets and confidence in the financial system will have deteriorated. It seems unlikely that troubled institutions will seek bankruptcy protection before they exhibit signs of distress. The incentive to "gamble for resurrection"-to To be sure, a distressed institution can be forced into bankruptcy via an involuntary petition. Under current law, only a group of creditors with unpaid, unsecured claims can file such a petition. 91 That could be changed. Perhaps the federal government could be given broad authority to file involuntary petitions against systemically important institutions, regardless of whether it is a creditor. But this power would be as troubling as proposals for a systemic risk regulator. Would the government possess sufficient information and proper incentives to file an involuntary petition at the appropriate time against the appropriate institutions? A broad regulatory framework would be needed to ensure that this happens. Of course, a bankruptcy judge could dismiss a premature involuntary bankruptcy petition, but the filing itself conveys negative information to the market and undermines confidence in the systemically important institution.
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A second problem is that the bankruptcy process is managed by a judge. Though federal regulators are subject to political pressure, they possess expertise that is generally beyond the ken of judges. When a systemically important institution suffers distress, rapid decision making is necessary. Federal law permits this kind of speed when the FDIC seizes a bank. 93 Most of the Corporation's decisions, for example, are not subject to judicial review. Speed is less likely in a bankruptcy case because the judge must offer due process to objectors. 94 Though the Lehman bankruptcy was handled very quickly-the North American operations were sold to Barclay's within a week 95 -it seems overly optimistic to expect that every bankruptcy judge would act with the same dispatch as the judge did in the Lehman bankruptcy case. 96 The deficiencies in the bankruptcy process can be overcome, provided the government is willing to pay enough. It can intervene before a bankruptcy occurs by bailing out the troubled institution (as in AIG and Bear Steams). It can also intervene afterwards by offering financing tied to strict covenants that force a quick reorganization or liquidation (as in Chrysler and GM). 97 These measures are costly, but the costs impose a salutary brake on overeager regulators, particularly because they face public scrutiny when they use public funds to bail out failing institutions.
Put differently, little in the current regime prevents the federal government from conducting quick rescues and pursuing other measures to mitigate a systemic collapse. 98 The current regime is just more costly for taxpayers when systemically important institutions fail than one that permits immediate federal takeover. These costs must be weighed against the costs of a system that permits federal takeovers. That system requires a massive regulatory apparatus to constrain agency discretion. 
